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descriptive analysis of market timing behaviour of the Romanian listed firms during the period 2000-2011 revealed a 
positive correlation between price-earnings ratio of the Romanian capital market and the number of the Romanian listed 
firms which are characterized by capital increase. In addition, using a panel data model, we showed that the effects of 
market timing on capital structure of the Romanian listed firms are not very persistent over the time. More specifically, the 
tendency of the Romanian listed firms to increase equity when their market values are high is not constant due to the 
influence of market conditions. 
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1. Introduction 
Determining an optimal capital structure has been one of the most controversial topics in corporate finance, 
since Modigliani and Miller, 1958 developed their capital structure irrelevance theory. According to their 
theory, the impact of financing decisions on the value of the firms is irrelevant under certain conditions e.g., no 
taxes, no bankruptcy costs, etc. More recently, the literature on capital structure has been expanded by many 
theories. The basic assumption of these capital structure theories i.e. trade-off theory, pecking order theory, 
agency theory, market timing theory, is that capital structure is relevant to the firm  value when taxes, 
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transaction costs, bankruptcy costs, and information asymmetry are considered. More specifically, firms choose 
between debt and equity as financing resources based on firm-specific factors i.e., profitability, firm size, 
tangibility, etc., well as macroeconomic factors i.e., inflation rate, interest rate, economic growth. 
In recent years, much attention has been devoted to the market timing theory which was first introduced by 
Baker and Wurgler, 2002. This theory suggests that firms are more likely to issue equity when their market 
values or share prices are high, relative to book and past market values, and to repurchase equity when their 
market values or share prices are low. This financing behavior implies that firms prefer external equity when 
the cost of equity is low. However, firms prefer debt when the cost of equity is high. Based on the 
aforementioned theoretical assumptions, various researchers Frank & Goyal, 2004; Huang & Ritter, 2005; 
Hovakimian, 2006; Mahajan & Tartaroglu, 2008 have tried to find empirical evidence for the existence of the 
market timing behavior on different capital markets. The empirical evidence is mixed and fails to provide a 
convincing argument for the existence of the market timing behavior on capital markets.  
Given the controversial empirical evidence and the characteristics of the Romanian capital market, a 
developing capital market, the purpose of this study was to determine whether the financing behavior of the 
Romanian firms support the theoretical assumptions of the market timing theory. 
The remainder of this paper is organized as follows. Section 2 summarizes the theoretical assumptions of the 
market timing theory and empirical findings. Section 3 presents the descriptive analysis of the market timing 
behavior of the Romanian listed firms during the period 2000-2011. In section 4 it will be presented the panel 
data model used for the validation of the market timing theory, and the empirical results. Section 5 presents the 
conclusions of this study. 
2. The market timing theory: theoretical framework and empirical evidence 
The market timing theory Baker & Wurgler, 2002 states that managers are able to identify those periods in 
which equity issuance is less costly due to the high valuation More specifically, managers 
synchronize their financing decisions with the equity market, that is, the company issues equity when the equity 
value is high. As a consequence, the  will decrease and the current shareholders will benefit 
from this situation. In addition, according to this theory the mana ime the equity market affects 
the s and, ultimately, the capital structure of that company. Baker and 
Wurgler, 2002 indicated that firms issue securities based on their relative costs, in other words, if the cost of 
equity is low relative to the cost of other forms of capital i.e., debt, firms are more likely to issue equity. 
Finally, according to this theory, the market timing of equity issuances has long-lasting effects on capital 
structure. For example, Baker and Wurgler, 2002 found that low leverage firms are those that issue equity when 
their market value were high, while high leverage firms are those that issue equity when their market value 
were low. Contrary to Baker and Wurgler, 2002, the findings of Hovakimian, 2006 and Kayhan and Titman, 
2007 do not support the hypothesis that the fluctuations in market value of equity have long-lasting effects on 
capital structure. 
Frank and Goyal, 2004 stated that the market timing theory can not be considered a theory of capital 
structure because there is not enough empirical evidence to test the theoretical assumptions of this theory. 
These authors formulated their conclusions based on the analysis of the data included in the financial reports of 
American firms for the period 1952-2000. 
On the contrary, Huang and Ritter, 2005 and Mahajan and Tartaroglu, 2008 found empirical support for the 
existence of market timing theory. In their study, Huang and Ritter, 2005 used a market timing model in which 
the variables were  such as: amount of cash-flows and short 
term investments divided by total assets, logarithm of net sales, GDP growth rate, inflation rate in order to 
 r is explained by 
the market timing theory. 
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While Huang and Ritter, 2005 investigated the financing behavior of American firms, Mahajan and 
Tartaroglu, 2008 focused on the investigation of the assumptions of market timing theory for the G7 countries. 
The results indicated a negative correlation between market-to-book ratio and capital structure in most 
countries. In other words, firms from G7 countries, except Japan, adjust their capital structure after the issue of 
new shares. The results also showed that the effect of market timing behaviour 
short-term and it is disposed within five years from the issue of shares. 
Recently, a study by Bougatef and Chichti, 2010 concluded that Tunisian and French listed firms tend to 
issue equity when their market values are high. Moreover, the impact of equity market timing on capital 
structure of these firms persists beyond eight years. 
3. A descriptive analysis of the market timing behavior of Romanian firms 
In order to establish if the market value of the shares of Romanian listed-firms is overvalued or undervalued 
and if these firms have a market timing behaviour, we analyzed in this study the evolution of price-earnings 
ratio PER for Bucharest Stock Exchange and of the number of Romanian listed firms that have increased their 
equity by adding paid-in capital by the period 2000-2011.  
PER index was calculated as the ratio between the market price of shares and earnings per share and is used 
for measuring the relative valuation of companies: a high PER suggests that investors are expecting higher 
earnings growth in the future compared to companies with a lower PER. PER can be seen as being expressed in 
years, in the sense that it shows the number of years over which the investment of the net benefits of the issuing 
firm is recovered.  
The evolution of PER index in Romania in the period 2000-2011 is presented in Table 1. 
Table 1. Evolution of PER index  
Year               2000   2001   2002   2003   2004   2005   2006   2007   2008   2009   2010   2011 
PER index      3,98    4,92    9,12    13,1    16     15,78    18,49    22      7,3    16,8      15,3   12,4 
 
The average value of PER index for the period 2000-2011 was 13. Based on this average value, we devided 
the aforementioned time in two different periods: 
 The first period, 2000, 2001, 2002, 2008 and 2011, is the period in which PER index takes values below 13 
and is characterized by the fact that stock prices are undervalued from the market. In 2000 and 2001 there 
was a strong undervaluation of the Thus, the 
Romanian capital market was facing in this period with low liquidity and they managed only in a smaller 
extend to attract capital for expanding firms. As evidence for this low liquidity is the small number of listed 
firms that have increased their equity by adding paid-in capital e.g.: 0 in 2000, 1 in 2001, 3 firms in 2002 
and 5 firms in 2003. 
 The second period, 2003-2007 and 2009, 2010, is the period in which PER index takes values greater than 
13 and the Bucharest Stock Exchange registered a good evolution. A value of PER index greater than 13 
represents an overvaluation of stock prices on the capital market. In this period the number of listed firms 
that have increased their equity by adding paid-in capital was also higher than in the first period e.g. 8 firms 
in 2007 and in 2006. 
In order to exhibit a market timing behavior of the Romanian listed firms, the number of listed firms that 
have increased their equity by adding paid-in capital should be positively correlated to the PER index.  
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For computing the correlation coefficient between PER index for Romanian market and the number of listed 
firms that have increased their equity by adding paid-in capital we used data for these variables for the period 
2000-2011, see Table 2. 
Table 2. PER index and of number of listed firms that have increased their equity by adding paid-in capital 
Year               2000   2001   2002   2003   2004   2005   2006   2007   2008   2009   2010   2011 
PER index      3,98    4,92    9,12    13,1    16     15,78    18,49    22      7,3    16,8      15,3   12,4 
Number of       0          1         3         5        6        6           7         8          4        5          5        4 
firms 
 
The correlation coefficient between PER index and the number of Romanian listed firms that have increased 
their equity by adding paid-in capital was 0,95 which indicates a strong positive correlation between the two 
variables and thus, the existence of a market timing behavior in the financing decisions of Romanian listed 
firms. 
Despite the result, there is needed more empirical evidence for validating the market timing theory for 
Romanian capital market. 
4. The market timing empirical model 
In order to validate empirically the market timing theory on the Romanian capital market, we developed a 
model that contains the variables which affect the capital structure of Romanian firms, including the market-to-
book ratio used as a proxy for the market timing behavior. We used data from the balance sheets of the 
Romanian listed firms for the period 2004-2011 and we excluded from the sample the financial firms i.e., 
banks, insurance companies and firms with any missing observations for the considered period. The final 
sample consists of 109 firms. 
We defined in the model as proxy for the capital structure the debt ratio DR calculated as ratio of total debt 
to total assets Chen, 2004; Delcoure, 2007, or as ratio of total debt tot total debt plus equity Rajan & Zingales, 
1995; De Miguel & Pindado, 2001. For the Romanian listed firms, total debt ratio has an average value of 36%, 
much lower than the value registered in developed countries 66% for G7 countries; see Rajan & Zingales, 1995 
and quite similar with those in developing countries 43% for Czech Republic and 34% for Russia; see 
Delcoure, 2007. 
According to the market timing theory, it is expected that market-to-book ratio M/B would have a significant 
influence on the capital structure. More specifically, a high market-to-book ratio indicates an 
overvaluation of the stock price and creates an incentive for the firms to issue new stock. The issue of new 
stock means a lower debt ratio and thus, we expect a negative correlation between market-to-book ratio and 
debt ratio. 
Another variable included in the model is the profitability Prof. The trade-off theory predicts a positive 
relationship between debt ratio and profitability, because a higher profitability results in more income to shield. 
On the contrary, the pecking order theory predicts a negative relationship between debt ratio and profitability, 
because firms use first of all, as financing sources, the available internal funds and debt as a last resort. 
Following Rajan and Zingales, 1995 and Nivorozhkin, 2004, approaches, we used the ratio of earnings before 
interest and taxes to total assets as a proxy for profitability and predict a negative relationship between debt 
ratio and profitability. 
Another important determinant of capital structure used in many studies is firm size, Size Diamond, 1991; 
Rajan & Zingales, 1995; Titman & Wessels, 1988. For the Romanian firms, the firms size can be measured 
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either through the number of employees or through net sales. Because net sales are a more appropriate proxy 
for our purpose, we used in this study the natural logarithm of net sales as a proxy for firm size. 
Regarding the relationship between debt ratio and tangibility, Tang, calculated as the ratio between tangible 
assets and total assets the empirical results are mixed. More specifically, for the developed countries Rajan & 
Zingales, 1995; Titman & Wessels, 1988, the relationship between debt ratio and tangibility is a positive one, 
because tangible assets serve as collateral. In developing countries the importance of tangible assets as 
collateral is limited by several factors e.g., underdeveloped and inefficient legal systems, illiquid secondary 
market. In addition, for these countriesthe results indicated a negative relationship between capital structure and 
tangibility Cornelli, Portes, Schaffer, 1998; Nivorozhkin, 2002. 
Using the capital structure determinants mentioned above, we developed a regression model having as 
dependent variable debt ratio. The used model is a panel data model, because we analyzed the financing 
behavior of the Romanian listed firms over a period of 8 years. In order to choose the estimation method (fixed 
effects method vs. random effects method) we used the Hausman specification test. The random effects method 
was accepted in disfavour of fixed effects method at a 5% critical level. The general form of the static model is 
as it follows: 
 
itiititititit BMbTangbSizebProfbcDR /4321  (1) 
where i=1,2,...,109 is the number of firms in the sample, t=1,2,...,8 is the number of years of observations, 
i
are the firms specific effect (random effects) and 
it
are the residuals. Since the model includes random 
effects the estimation method is Feasible Generalized Least Squares. 
The results of estimation are presented in Table 3. 
Table 3. Panel data model estimation results 









  * significant at 1% level. 
 
In order to test for the validity of the aforementioned model we used both Bartlett test for the error 
homoscedasticity and Durbin-Watson test for the error serial correlation. Both tests indicated that the model is 
not valid. The solution was to transform the model into a dynamic one which contains as independent variable 
the first order lag of the dependent variable. The estimation method used for this model was the Generalized 
Method of Moments. The results revealed using this estimation method were similar with those obtained for the 
static model. More specifically, as can be noted in Table 3, the coefficient for market-to-book ratio is not 
statistically significant. This means that the Romanian listed firms do not present a market timing behavior 
during the period 2004-2011. In other words, the Romanian listed firms do not issue new stock when the stock 
price on the market is high. 
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The negative statistically significant correlation between debt ratio and profitability indicated that firms with 
more profitable projects are prone to use internal funds rather then debt. The negative and statistically 
significant coefficient for tangibility suggested that Romanian listed firms do not use tangible assets as 
collateral. According to these correlations we can conclude that pecking order theory is more appropriate to 
explain the financial decisions of the Romanian listed firms. The use of the dynamic panel data model indicated 
that the Romanian listed firms adjust their capital structure towards target capital structure because it is costly 
for these firms to not have an optimal capital structure. 
5. Conclusions 
The purpose of this study was to examine whether the Romanian listed firms exhibit the market timing 
behavior. According to the market timing theory, changes in capital structure are strongly and positively related 
to their market timing measures. Thus, the capital structure of a firm is the cumulative outcome of the past 
attempts to time the equity market Baker & Wurgler, 2002. 
The descriptive analysis of the market timing behavior of the Romanian firms revealed a positive correlation 
between PER index and the number of listed firms that have increased their equity by adding paid-in capital. 
This positive correlation supports the existence of a market timing theory on the Romanian capital market. 
However, because the results of descriptive analysis are not sufficient for the validation of the market timing 
theory, we developed a panel data model having as dependent variable debt ratio and as independent variables 
market-to-book ratio, profitability, firm size and tangibility. The estimation results suggested that the market 
timing theory does not describe the financing behavior of Romanian listed firms. The results indicated that 
financing behaviour of the Romanian listed firms is described by the assumptions of pecking order theory. 
Future researches shall give attention, independently, to the debt market timing and to the equity market timing. 
References 
Baker, M., Wurgler, J., 2002. Market timing and capital structure, Journal of Finance 57, p. 1. 
Bougatef, K., Chichti, J., 2010. Equity market timing and capital structure: Evidence from Tunisia and France. International Journal of 
Business and Management 5(10), p. 167-177. 
Chen, J., 2004. Determinants of capital structure of Chinese-listed companies. Journal of Business Research 57, p. 1341. 
Cornelli, F., Portes, R., Schaffer, M., 1996. The capital structure of firms in Central and Eastern Europe. CEPR Discussion Paper 1392. 
Delcoure, N., 2007. The determinants of capital structure in transitional economies. International Review of Economics and Finance16, p. 
400. 
De Miguel, A., Pindado, J., 2001. Determinants of capital structure: New evidence from Spanish panel data. Journal of Corporate Finance 
7, p. 77. 
Diamond, D., 1991. Monitoring and reputation: The choice between bank loans and directly placed debts. Journal of Political Economy 99, 
p. 689. 
Frank, M., Goyal, V., 2004. The effect of market conditions on capital structure adjustment, Finance Research Letters 1, p. 47. 
Hovakimian, A., 2006. Are observed capital structures determined by equity market timing?. Journal of Financial and Quantitative 
Analysis 41, p. 221. 
Huang, R., Ritter, J., 2005. Testing the market timing theory of capital structure, University of Florida working paper.  
Kayhan, A., Titman, S., 2007. Firms histories and their capital structure. Journal of Financial Economics 83, p. 1. 
Mahajan, A., Tartaroglu, S., 2008. Equity market timing and capital structure: International evidence. Journal of Banking and Finance 32, 
p. 754. 
Modigliani, F., Miller, M., 1958. The cost of capital, corporation finance and theory of investment. American Economic Review 48, p. 261. 
Nivorozhkin, E., 2002. Capital structures in emerging stock markets: the case of Hungary. The Developing Economies XL-2, p.166. 
Nivorozhkin, E., 2004. The dynamics of capital structure in transition economies. Economics of Planning 37, p. 25. 
Rajan, R. G., Zingales, L., 1995. What do we know about capital structure? Some evidence from International Data. Journal of Finance 50, 
p. 1421. 
Titman, S., Wessels, R., 1988. The determinants of capital structure choice. Journal of Finance 43, p. 1. 
